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P, a donestic corporation, entered into a cost-
sharing agreenent with its foreign subsidiaries in
connection wth certain intangibles that were
transferred to the subsidiaries. R determined that P
shoul d have included in the cost-sharing pool the cost
of stock options for P's enpl oyees who perforned the
research and devel opnent regardi ng the intangi bl es.
Were there is a bona fide cost-sharing arrangenent, R
may nmake allocations only “to reflect each
participant’s arm s-length share of the cost of the
ri sks of devel oping the property.” Sec. 1.482-2(d)(4),
I ncone Tax Regs. P contends that Ris limted to
maki ng all ocations only where Ris aware of actual
arm s-length circunstances where the cost of stock
options is shared. P also contends that for purposes
of summary judgnent, R s reliance on an expert’s
opinion is not a “fact” for purposes of deciding
whet her the parties have a genui ne di spute about a
material fact.



Hel d: Under the regulations, Ris not required
to be aware of armis-length circunstances as a
prerequisite to the making of a determ nation
all ocating a cost in connection with a sharing
agreenent. Held further: Petitioner has not shown
that there is no genuine issue of material fact.
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MEMORANDUM OPI NI ON
GERBER, Judge: Petitioner noved for partial sunmary
j udgment ! concerni ng what has been denoni nated the “section 4822
stock option cost-sharing issue”. |In particular, petitioner

guestions whet her respondent may enpl oy section 482 to nmake an

! Petitioner has filed two notions for partial sunmary
judgnment. This opinion addresses the issue that the parties have
denom nated the “section 482 stock option cost-sharing issue”.
The ot her summary judgnent notion invol ves what has been
denom nated the “Read-Rite issue”, addressing whether the
“rel ation back doctrine” established in Arrowsmth v.

Conm ssioner, 344 U S. 6 (1952), applies in characteri zing
petitioner’s gain on the sale of stock for purposes of sec. 954.
See Seagate Technology, Inc. v. Conmm ssioner, T.C Meno. 2000-
361.

2 Al section references are to the Internal Revenue Code in
effect for the 1990, 1991, and 1992 tax years, and all Rule
references are to the Tax Court Rules of Practice and Procedure,
unl ess ot herw se i ndi cat ed.



- 3 -
allocation to include petitioner’s cost, if any, of enployee
stock options in the cost-sharing pool for purposes of a cost-
sharing agreenent between petitioner and its foreign
subsi di ari es.

In support of its notion, petitioner argues that, as a
matter of |law, respondent is prohibited from making an allocation
Wi th respect to the cost-sharing arrangenent for the follow ng
reasons: (1) Respondent is not aware of specific arm s-length
deal i ngs where stock option costs were shared; (2) respondent
relies on opinion as opposed to factual support for inclusion of
the “at-the-nmoney” stock options® in the pool of costs; (3)
section 1.482-2(b)(5)(i1), Inconme Tax Regs., excludes “expenses
associated wth the issuance of stock”; and (4) petitioner
al l ocated and apportioned the costs of nonintegral support
services consistently using a reasonable nethod in keeping with
sound accounting practices wthin the neaning of section 1.482-

2(b)(6) (i), Inconme Tax Regs.

3 An “at-the-npbney” stock option is issued at an exercise
price pegged to the market value on the issue date. Accordingly,
if the market value of the stock remains at the option issue
price or lower, the option will not be exercised. Conversely, if
the market price exceeds the option issue price, the option would
nore |ikely be exercised.
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Respondent counters that: (1) Section 1.482-2(d)(4)* and
(b)(4), Inconme Tax Regs., requires that “all costs” be included
in cost-sharing arrangenents, and “all costs” include enpl oyee
stock options; and (2) there are disputed material facts
concerning whether arm s-length parties would share the cost of
stock options granted to enpl oyees who perforned the research and
devel opment for the transferred intangible.

Backgr ound

Petitioner is the successor in interest to Conner
Peripherals, Inc. (Conner Donmestic), which devel oped and
manuf actured hard di sk drives for sale to personal conputer
manuf acturers and others. Effective January 1, 1988, Conner
Donestic and its wholly owned foreign manufacturing subsidiary,
Conner Peripherals Singapore, Ltd. (Conner Foreign 1), entered
into a cost-sharing agreenent. Effective July 1, 1990, Conner
Donestic, Conner Foreign 1, and Conner Donestic’s wholly owned
Si ngapore corporation, Conner Peripherals Pte., Ltd., entered
into a new cost-sharing agreenent for sharing research and

devel opment (R&D) costs, and the 1988 cost-sharing agreenent was

4 Sec. 1.482-2(d), Incone Tax Regs., was anended in 1993,
and respondent refers to the anended version (sec. 1.482-2A(d),
Incone Tax Regs.) in his materials. Petitioner, on the other
hand, refers to the unanended version. Wile the years we
consi der predate the anendnent, the anended version, to the
extent pertinent here, has not been changed. Accordingly, the
references used by the parties are interchangeabl e.
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term nated. Pursuant to the new agreenent, the three
corporations shared $62.9 mllion, $85 mllion, and $94.7 nmillion
of R&D costs for the devel opnent of a new generation of disk
drives for 1990, 1991, and 1992, respectively.

In connection with an audit, respondent chall enged certain
of the allocations under the cost-sharing agreenent. Agreenent
was reached with respect to all determned allocations with the
exception of respondent’s determ nation that the value or cost of
stock options granted to Conner Donestic’s enployees had to be
included in the cost-sharing pool. Petitioner contended that
arm s-length parties would not share the cost, if any, of
enpl oyee stock options, and respondent was not aware of any
arm s-1ength cost-sharing arrangenent where the parties shared
the cost incurred wwth respect to the grant of an at-the-noney
stock option to the enpl oyees of one of the parties.

Di scussi on

Summary judgnent is an appropriate neans by which to decide
a legal issue if the pleadings, adm ssions, and other materials,
including affidavits, denonstrate that no genuine issue exists as
to any material fact and a decision nmay be rendered as a matter

of law. See Rule 121(b); Sundstrand Corp. v. Conm ssioner, 98

T.C. 518, 520 (1992), affd. 17 F.3d 965 (7th Cr. 1994). Summary
judgnent is a device used to expedite litigation, but it is not a

substitute for a trial in that disputes over factual issues are
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not to be resolved in such proceedings. See ESpinoza v.

Comm ssioner, 78 T.C. 412, 415-416 (1982); Shiosaki v.

Comm ssioner, 61 T.C. 861 (1974). The party noving for summary

j udgnment has the burden of show ng the absence of a genui ne issue

as to any material fact. See Shiosaki v. Conm ssioner, supra.

The di spute here concerns a cross-border transfer of
i ntangi bl es by a donestic parent to its foreign subsidiaries.
Under the regulations in effect for the years under
consideration, if a group of controlled entities participated in
a “bona fide cost-sharing arrangenent” as to the devel opnent of
i ntangi bles, then the district director is |limted in his
approach to reallocation. Sec. 1.482-2(d)(4), Inconme Tax Regs.
In particular, the regulation provides that if there is a “bona
fide cost-sharing arrangenent”, then “the district director shal
not meke allocations with respect to such acquisition [of
i ntangi bl es] except as may be appropriate to reflect each
participant’s armis |l ength share of the costs and risks of
devel oping the property.” 1d.

The regul ati on goes on to direct that cost-sharing
arrangenments wll be considered “arm s |length” where the “terns
and conditions * * * [are] conparable to those which would have
been adopted by unrelated parties simlarly situated had they
entered into such an arrangenent.” 1d. There is no disagreenent

about the bona fides of the cost-sharing agreenents between the
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controlled entities in this case. Respondent and petitioner have
al so resolved their differences regardi ng several other
real l ocations determ ned by respondent. The only question
presented is whether the controlled entities nust share the cost,
if any, of the donestic parent’s stock options given to the
parent’s enpl oyees who perfornmed research and devel opnment
regardi ng particul ar intangi bl es.

Petitioner argues that where a bona fide cost-sharing
arrangenment exists, section 1.482-2(d)(4), Incone Tax Regs.,
requires respondent to have a factual predicate in order to make
any allocations. Petitioner also points out that respondent has
admtted that he does not have evidence or know edge of an actual
arm s-length transacti on where stock option costs were shared.
Respondent, instead, relies on an affidavit containing an
expert’s opinion that options are part of the costs that would be
shared between armi s-length parties. Were a bona fide cost-
sharing arrangenent exists, petitioner contends that respondent
may not rely solely on an expert’s opinion as a basis for a stock
option cost-sharing allocation. Petitioner also argues that
respondent’s expert’s opinion is unreliable under the standard

set forth in Daubert v. Merrell Dow Pharns., Inc., 509 U S. 579

(1993), and rel ated cases. Additionally, petitioner contends
that even if the expert’s opinion was acceptabl e and/ or

adm ssible, it is “opinion” and not “fact” and, therefore, could
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not be the basis for a genuine issue as to a material fact so as
to preclude the use of summary judgnent.

Petitioner contends that it has shown that stock option
costs would not be shared in an arnmis-length transaction.
Petitioner’s proof on this point consists of the experiences of
its officers and enpl oyees, sonme of whom have worked for or with
unrelated third parties. Petitioner also relies on the fact that
the Federal Acquisition Regulations System (FARS) classifies
qual i fyi ng enpl oyee stock purchase plans as “nonconpensatory.”
That classification precludes paynment by the Federal Governnent
for costs of qualified enployee stock options in connection with
contracts governed by FARS. Because FARS governs all civil and
mlitary Federal executive branch contracts with private business
for goods and services, petitioner reasons that a | arge nunber of
“arm s-length transactions” do not include the cost-sharing of
enpl oyee stock options.

Respondent counters that the regul ations provide that al
costs should be included and that stock option costs are “costs”
that may be allocated. |In addition, respondent relies on an
expert’s opinion that stock option costs would be accounted for
in an arm s-length business relationship. Respondent also relies
on what he believes are anal ogous court opinions in which the
stock options have been treated as conpensation or as part of the

consideration for a transaction. Finally, respondent contends
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that the FARS contracts are not conparable to the circunstances
in this case.

The parties’ disagreenent raises several questions about the
regul ations. Firstly, we nust consider whether the Comm ssioner
must be aware of an actual arm s-length transaction before
al l ocating costs between controlled entities that have a bona
fide cost-sharing arrangenent. Secondly, if an actual arm s-
| ength exanple is not required, then we nust deci de whet her the
Comm ssi oner nust possess facts and/ or adm ssi bl e evidence before
maki ng such an all ocation.?®

We do not agree with petitioner’s perception that respondent
woul d have to be aware of an actual armis-length transaction as a
prerequisite to making any allocations. Section 1.482-2(d)(4),
| ncone Tax Regs., limts the Comm ssioner’s ability to make an
allocation, in the case of a bona fide cost-sharing arrangenent,
to the appropriate reflection of each participant’s arnis-length
share of the costs and risks of devel oping the property. The
regul ation goes on to direct that cost-sharing arrangenents wl|l
be considered “arm s I ength” where the “terns and conditions

[are] conparable to those which would have been adopted by

unrel ated parties simlarly situated had they entered i nto such

> The parties have raised several other factual and/or |egal
guestions that need not be addressed in the setting of this
summary judgnent notion because of our conclusion that there is a
genui ne issue as to a material fact.
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an arrangenent.” (Enphasis added.) Accordingly, there is no

requi renent that the Comm ssioner have actual know edge of an
arms-length situation as a prerequisite to the determ nati on of
an allocation in the case of a cost-sharing arrangenent.

In addition, the regulatory standard does not require that
the Comm ssioner rely on fact, as opposed to opinion, before
maki ng an allocation where there is a bona fide cost-sharing
arrangenment. There is no specific mninmmstandard prerequisite
to the Comm ssioner’s determ nation that an allocation should be
made. Such a determ nation, however, may ultimately be found to
be arbitrary, capricious, or unreasonable, but that standard is
not the threshold enabling the Comm ssioner’s determ nation that
an allocation should be made.

We do not conclude that respondent’s determ nation is or is
not well founded. Likew se, we do not, in the context of this
opi ni on, accept, agree with, or disagree with respondent’s
expert’s opinion. W nust however, observe that for better or
for worse, expert w tnesses have becone the prognosticators and
the bane of transfer pricing cases. Both parties may rely on
expert advice/opinions in reaching their conclusions and/or
defending their positions.

Here we wi Il be engaged in deciding whether the sharing of
stock option costs is a circunstance “conparable to those which

woul d have been adopted by unrelated parties”. Sec. 1.482-
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2(d)(4), Income Tax Regs. Petitioner, froma limted universe of
information, has attenpted to showthat it is not aware of an
arm s-length transacti on where the costs of stock options were
shared; i.e., that its officers and enpl oyees are not aware of
any circunstances where costs of stock options have been shared
in petitioner’s experiences and in those of enployees who have
experience wth other conpanies. Through Governnment FARS
contract standards, petitioner has attenpted to show that sone
portion of the potential universe of unrelated (arm s-1|ength)
research and devel opnent transactions did not involve the sharing
of the cost of enpl oyee stock options.

In the context of a partial summary judgnent notion, we
shoul d not undertake the role of a fact finder. |In such a
setting, a judge should not engage in credibility determ nations,
wei ghi ng the evidence, or drawing inferences fromthe “facts”

that the noving and nonnoving parties present. See Anderson v.

Li berty Lobby, Inc., 477 U S. 242, 255 (1985); Naftel v.

Comm ssioner, 85 T.C. 527, 529 (1985). As significantly, “The

evi dence of the non-novant is to be believed, and all justifiable

inferences are to be drawn in his favor.” Anderson v. Liberty

Lobby, Inc., supra at 255; see also Adickes v. S.H Kress & Co.,

398 U. S. 144, 158-159 (1970); Blanton v. Conm ssioner, 94 T.C.

491, 494 (1990).
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Nei t her party has advanced evidence or affidavits conpletely
resolving, as a factual matter, the question of whether arm s-
| ength parties to a simlar transaction would share the cost of
enpl oyee stock options. There are al so questions about whet her
the options had any cost to petitioner at the tinme of issuance
and/or the appropriate tine to nmeasure the cost of the stock
options. Under these circunstances, we are conpelled to hold
that there is a genuine dispute about material facts. W cannot
say that either party has presented or had the opportunity to
fully present facts or other evidence adequately addressing, for
the benefit of a fact finder, whether the regulatory standard has
been nmet. Accordingly, this matter is not ripe for summary
adj udi cation, and further devel opnent and/or a trial my be
necessary to resolve the disputed factual aspects of this case.

As to petitioner’s argunent that there is no genuine dispute
about a material fact because respondent relies solely on opinion
evi dence, we disagree with petitioner’s perspective. Petitioner
chooses to focus on the nmeans by which respondent may attenpt to
convince the Court that his determnation is well founded and/or
that his determ nation is based on conditions that are conparable
to those that woul d have been adopted by unrel ated parties
simlarly situated had they entered into such an arrangenent.
Even though an expert’s opinion may be hearsay (i.e., not based

on the expert’s personal know edge but on his perception of the
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operative facts of a case), courts may rely on the expert’s
affidavits in denying notions for summary judgnent. See Cabrales

v. County of Los Angeles, 864 F.2d 1454, 1460 (9th Cr. 1988),

vacated and remanded 490 U. S. 1087 (1989); see al so Newhouse

Broad. Corp. v. Conm ssioner, T.C. Menp. 2000-270.

As expl ai ned above, under the regul ations, respondent is not
required to present an actual exanple of an arm s-length
transacti on where the costs of enpl oyee stock options were
shared.® Petitioner, if it follows its present approach, will
try to show that such costs are not shared by proving a negative;
i.e., no transactions where there was cost sharing. Respondent,
on the other hand, if he follows his present approach, wll
attenpt to show by neans of expert opinion that such costs woul d
or should be shared within the nmeaning of the regul ations.

Qovi ously, an expert’s opinion and/or testinony is generally not
adm ssi bl e as fact because he or she generally renders opinions
after the fact. Nevertheless, experts’ opinions are received for
t he purpose of assisting the trier of fact in reaching a factual
concl usi on.

Qur conclusion that there remains a genui ne di spute about a
material fact does not presune that respondent’s expert(s) is

qualified or that the opinion(s) is necessarily hel pful or

5 W note, however, that such a showi ng woul d be preferred
t o opi nion evidence.
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adm ssi bl e, but that such questions cannot be decided in the
context of this summary judgnment notion. Likew se, petitioner’s
proposed evi dence of the nonexistence of such an arm s-length
sharing of stock option costs is not being “judged” at this tine.

To reflect the foregoing,

An order will be issued

denvyi ng petitioner's notion for

partial summary judgment reqarding

the “section 482 stock-option cost-

shari ng i ssue”.




